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Abstract 
In this discussion, the theoretical structure of the great depression and the historical 
dimension of the crisis were taken into consideration and while we examine the 
depression within the framework of oil prices and financial crisis, we will use mortgage 
credit and current account deficits. Depression will be tested with TVAR and Granger 
Causality analysis.  
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1. Introduction 
        Capitalist economies face crisis often. The crisis lived contributed to the economy 
literature and a lot of financial crisis models were developed. In last depression, 
economists was forward different point. As many economist, 2007-08 depression is 
related with credit channel that is, in this framework, mortgage credits are in the leading 
position and current account deficit. The approaches developed from credit channel take 
H. Minsky (1977), and C. Kindleberger (1989) as the basis and these studies carry 
important inspirations from W. Mitchell (1913), I. Fisher(1933). Among these studies 
concentrated on credit channel, J.Taylor (2009), Mian, Sufi and Trebbi (2008) 
Dell’Aricci, Igan and Laeven (2008) Mizen (2008) Arrow (2008) can be listed.  
      We examine 2007-08 depression within the framework of oil prices, we will use 
mortgage and current account and budget deficits as a tool.    
         In this scope, 1974-75 crisis and 2007-08 depression carries similarities. Both in 
1974-75 crisis and before 2007-08 depression, there was USA military intervention. This 
caused the loss value of dollar.  
       If we examine 1974 crisis and 2008 depression comparatively, the subject becomes 
clear. After USA intervention to Vietnam in 1965, with the effect of the increase in 
military spending, there was a huge current account and budget deficit. The high price of 
Vietnam War led to expansion and final expansion led to the increase of general price 
level and melting of USA’s payments deficit balance surplus. Although in the beginning, 
a contractionary monetary policy was adopted, the negative effect of high interest rates on 
construction sector caused Federal Reserve Bank to adopt more expansionary monetary 
policies between 1967-68. In 15 August 1971, USA declared that it left the gold standard.  
In 19 March 1973, Japan and fundamental monetary units left to free fluctuation against 
US Dollar. In 1973-74, oil prices started to increase. At this time, the high oil prices made 
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the dollar a wanted foreign exchange again for exporter and importer countries. The 
sudden rise of oil prices moved countries to crisis, due to oil’s demand elasticity; e<1, it 
increased the demand of US dollar for all countries. In figure 1, it was shown current 
account balance surplus in 1974 crisis and current account deficit during  1971-73 period. 
Morever, in 1979 oil crisis, current account deficit  decreased. Dashed line shows the 
years that oil prices increases in Figure 1. (After these increasing periods, oil 
prices returns nearly back to starting level of increasing.)   
    Before 2008 depression especially starting from 2000, USA’s budget and current 
deficit was increased rapidly. The budget and current deficit increased after 2000 rose 
higher with the effect of Iraq war going on since 2003. US Dollar was lost value against 
other foreign currencies, but, this was not enough for decreasing the current account 
deficit. In 1970’s, USA wanted to revaluate their money from Europe and Japan. Now, 
USA wants to revaluate renmindi which is very invaluable. Also, similar to the things 
lived before 1974 crisis, other countries escape from $. Like before 1974 crisis, oil prices 
increased. This makes dollar a wanted foreign exchange for exporter and importer 
countries. The sudden increase of oil prices pushes countries into crisis, due to low 
demand elasticity of oil, the demand for US dollar was increased for all countries. In 
2007, while oil prices increased rapidly, mortgage speculation was seen. It was a different 
situation from 1974 and this will carry crisis into great depression.   
 

 
Figure 1. Oil Prices and Current Account Balance (Dashed lines shows year of increase in 
oil prices, after 2000 rose higher with the effect of Iraq war going on since 2003) 
 
        Mortgage speculation or land speculation expand the existing balloon in economy 
and as a result of collapse of balloon in active prices, it triggers crisis. We will combine 
mortgage speculation, land speculation under a general heading as real estate speculation.      
The balloons in real estate prices seen much more in some countries and states. For 
Ireland Kenny, (1999), Ayuso and Restoy, (2003) for Spain and Case and Shiller (2003) 
and Schiller (2007a and b), Smith and Smith, (2006) for USA (for example, Boston, 
California, Chicago, Manhattan) found and specially detected some specifications.  
       There is a strong relation between the collapse of the balloon formed in real estate 
markets of both developing and developed countries and formation of banking crisis. In 
2008, USA mortgage speculation was not different from similar speculations in other 
countries. The only difference was that it was born from hegemonic countries and 
combined with other economic and political aspects.  
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We can say that, like in 1974-75, the increase of oil prices in 2007-08 bears two 
important results. First one is that by the increase of oil prices US Dollar demand 
increases and USA’s current account deficit decreases. Second result is that, Arab 
countries transferred money to banks in USA and this money relaxed both USA banks 
and EU countries.    
      In this study, to be able to test the above views, TVAR analysis we will used.  
 
2. Data and Econometric Methodology 

a. Data:  
GDP data used in the study was taken from U.S. Department of Commerce Bureau of 

Economic Analysis, oil prices (OP) was taken from Energy Information Administration,  
USA exchange rate (E),  USA current account deficit (CA) data were taken from Federal 
Reserve Bank of St. Louis and Global Financial Data and mortgage rates (M) were taken 
from Federal Reserve Bank of St. Louis. Budget deficit data (BD) were taken from 
Federal Reserve Bank of St. Louis. In the analysis, GDP;(GDPt/GDPt-1), 
CA;(CAt/CAt-1), OP;(OPt/OPt-1), BD;(BDt/BDt-1),  E;(Et/Et-1) and M;(Mt/Mt-1) data 
are used. GDP, CA, OP, BD, E  were analyzed for 1968:01-2008:04 and and CA, 
OP, M and E for 1971:01-2008:04.  
        Firstly threshold will be determined and TVAR analysis will be used.  While making 
crisis analysis, VAR is a preferred method but to us since crisis create threshold linear 
analysis can not be used to analyze the crisis in this period. At this stage, the existence of 
threshold is very important for us. For this reason, by using Threshold VAR (TVAR) 
analysis we will find impulse responses.  

b. Econometric Methodology     
TVAR    Analysis  
       The purpose of this paper is to investigate the effect of the crisis of oil and mortgage 
on USA economy. The testing strategy follows Balke (2000) and consists of: selecting 
and estimating a threshold VAR model, and testing formally for the presence of threshold 
effects; and than analyzing whether impulse responses reveal signs of asymmetric 
propagation of shocks across the separate regimes identified by the threshold model. 
(Cazla and Sousa:2005:9) 
     The first step to study the potential role of oil prices in the non-linear propagation of 
shocks is to estimate a two-regime threshold VAR model following the specification: 
Y = µ1 + A1 Yt + B’( L) Yt-1 + (µ2 + A2 Yt + B2 (L) Yt-1) I +εt  
Yt variable is a vector composed of endogenous (yit) and exogenous (njt) variables: 
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                      where  i=1,…,n,   j=1,…,m.          (3.16)  
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where Yt is a vector of endogenous variables,  It [.] is an indicator that takes the value 1 
when the d-lagged threshold variable  ct  is lower than the threshold critical value γ and 0 
otherwise. The indicator It [.] is  a transitional variable identifying two separate regimes 
on the basis of the value of ct-d  relative to γ. Asymmetry is introduced by allowing for the 
coefficients of the VAR – the vector of constant terms µ , the matrix A and the matrix 
polynomial in the lag operator B(L) – to vary across the two separate regimes: µ1 , A1 and 
B1 (L) represent the parameters of the VAR in the regime defined by It [.]  = 0  , while µ1 
+µ2 ,  A1 + A2 and B1 (L) + B2 (L) are the parameters in the regime identified by It [.] = 1. 
By specifying ct as a function of one of the variables in Yt, it is possible to model regime 
switching as an endogenous process determined by movements in the variables forming 
the model. This implies that shocks to any of the variables in Yt may - via their impact on 
the variable underlying ct   induce a shift to a different regime. t=1,…,T and  I{.} is 
indicator function (Cazla and Sousa:2005:9).   
    Because the distributions of the test statistics are non-standard, the p-values are use 
Hansen (1996) the simulation technique to calculate the unknown asymptotic 
distributions.  The reaction of GDP, BD and CA to oil and mortage shocks, differ across 
regimes by means of two complementary sets of impulse response functions: (1) regime-
dependent impulse responses and (2) non-linear impulse responses. The first set of 
impulse responses describe the reaction of the system to a shock within each of the 
regimes identified by the estimated threshold. A sufficiently large shock to a variable may 
lead to the economy switching away from the starting regime once its direct and indirect 
effect feed through and, over time, responses may potentially switch repeatedly between 
the two regimes. 

As suggested by Balke (2000), in this paper also, generalized impulse responses 
(GI) under alternative regimes are numerically computed by using bootstrap simulations 
and GI relies on the definition of an impulse response as a revision in conditional 
expectations. The response of variable Y to a shock at time t (ut), at horizon k (k = 1,…, 
h) is given by the difference between the expected value of variable Y given the shock 
and conditional on a particular history (Ωt−1) of the shocks at time t-1 and the expected 
value of Y in the case of no such shocks: 

 
GIk = E( Yt+h |ut, Ωt-1)-  E( Yt+h | Ωt-1 )  (3.17) 
 

             In order to compute each of the expectations an iterative procedure is used.  
Hansen (1996) was used for P-values, which is the simulation technique for 

calculating the unknown asymptotic distributions, since the distributions of the test 
statistics are non-standard. The reaction of GDP, budget deficit and current account 
deficit to oil shocks vary across regimes due to two complementary sets of impulse 
response functions, the first of which is formed by regime-dependent impulse responses 
and the second is a set of non-linear impulse responses. The first set of impulse responses 
describe the reaction of the system to a shock within each of the regimes identified by the 
estimated threshold. A sufficiently large shock to a variable may lead to a switching of 
the economy, away from the starting regime. Once its direct and indirect effects feed 
through and over time, responses may potentially switch repeatedly between the two 
regimes. 
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3. Econometric Result 
         In the study, at the first stage, unit root analyses were made. In the unit root 
analysis, as a result of ADF test, it was detected that all the variables were I(1).  
           
Table 1. ADF Test Results 

 t-Statistic  t-Statistic 
CA -2,221998 D(CA) -13,5365 
OP 0,937368 D(OP) -4,70345 
E -2,218933 D(E) -5,28671 
M -1,258 D(M) -7,254 
GDP -0.209467 D(GDP) -13.50660 
BD -2.164658 D(BD) -11.38307 

Test critical values: 1% level (-3,475), 5% level (2,88), 10% level (-2,577) 
        

In the direction of this analysis, information about nonlinearity, stationarity of 
variables as well as threshold values were gained.  
        The analysis is made for the whole of 1968:Q1-2008:Q4 period examined in TVAR 
models are given below.  
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The effects  on GDP in the system, where simultaneous relation is analysed with 
four lags, is presented in the first equation an increase in CA positively effects GDP 
under both regimes. An increase in exchange rate positively effects growth under the first 
regime, where the increase in GDP is below the threshold. However, in the second period, 
the effect of exchange rate signifies a very weak and a very unstable relation.  
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Increase in oil prices has a negative effect on budget deficit under both regimes, 

i.e., budget deficit decreases when oil prices increase. Besides, the effect of oil prices is 
weaker under the first regime or in periods of depression. In periods of depression, there 
exists an effect which decreases budget deficits parallel to current account deficit. A 
negative effect is notable in periods of expansion.  

 
In the model, the relation between oil prices and exchange rate during depression 

is analyzed. As oil prices increase, the currency appreciates. However, this relation is 
observed only until fourth period. The relation between oil prices and exchange rate is 
observed to be negative as expected at (t-4) periods during contractions and at (t-3) 
periods during expansions. The reason for the relation to be positive in other periods is 
that, there also exist the effects of variables, BD and CA. When the relation is analyzed 
by considering oil prices and exchange rates and a long term analysis is made.  
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In depression, budget deficit and oil prices move parallel to each other. One and 
two lagged values of budget deficit and oil prices also move in the same direction. When 
the equation above is considered, a negative relation between GDP growth, exchange rate 
and oil prices during depression periods and a negative relation between GDP growth and 
budget deficit or exchange rate is observed in expansionary periods.  
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Rate of increase in current account deficit is inversely related with oil prices, in 

all four lags. Rate of increase in current account deficit decreases, as oil prices increase. 
The equation above harbours important  information for the study. The increase in oil 
prices, during periods of contraction, has a stable effect towards closing the current 
account deficit. 

This result gives the relation between GDP, OP, E, CA and BD. The effects of 
the variables on GDP are observed. However, these variables are effective on GDP and 
this relation is exhibited in many other studies. The point, this study aims at analyzing, is 
the effects of exchange rate, current account deficit and budget deficit on oil prices. 
Impulses and responses conclusively reflect information on this subject (See  appendix).  

However, in addition to this, a second TVAR analysis is built by taking the 
variables OP and BD as endogenous while CA and E is assumed to be exogenous. A level 
of the threshold variable above 0.51% would indicate a regime of ‘high’ growth. By 
contrast, when the threshold variable falls below the estimated critical value, the economy 
would enter a regime of depression. On the basis of the estimated  , the sample period is 
split between the high and low growth regimes according to the ratio 15% to 85% 

Below are the obtained TVAR models: 
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In depression, the effect of oil prices on budget deficit is not significant in terms 
of coefficients, while the relation between oil prices and budget deficit is significant and 
notable.  

TVAR models given above, basically explain the relation between budget deficits 
and oil prices. However there are two more determinant factors which are included by the 
model exogenously since they are not determined by the system. These variables are 
current account deficit (CA) and exchange rate (E).  

The first regime depicts the situation, in which the increase in budget deficit is 
higher than 51%. In this situation, the effect of oil prices is negative. It is observed that, 
current account deficit is positively related to budget deficit and negatively related to 
exchange rate. It is also observed that, in periods of high budget deficits, oil prices are 
positively effected by budget deficits and current account deficits while it is negatively 
effected by exchange rates. 
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In the second regime, where the increase in budget deficit is less than 51%, 
unlike that in the first regime, effects of oil prices and exchange rate are also observed. In 
this case, it is observed that, while the relation between oil prices and budget deficit is 
positive, the exchange rate too has a positive effect on budget deficits but also has a 
negative effect on oil prices. In a similar way, the effect of budget deficit on oil prices is 
generally positive in the second regime.  

Third TVAR model which we tested is between budget deficit, exchange rate, 
mortgage interest rates and oil prices. Oil prices and mortage rates are added as an 
external variable.  We obtained statistically and theoretically significant relation between 
especially oil prices and budget deficit, exchange rates. For this relation the first regime is 
accepted to be governing where the budget deficit is less than 63 percent lower than the 
oil prices. The second regime we obtained in the analysis dominated a major part 
(extreme regime); 85 % of the whole period whereas the first regime corresponds only to 
% 15.  
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In first regime (in depression) oil prices shows negative and significant relation between 
exchange rate and budget deficit however in second regime (expansion) this relation 
insignificant with exchange rate but significant with budget deficit. This shows the 
impression of oil prices on budget deficit especially in depression periods. Moreover the 
mortgage rates are insignificant in this third analyze.  
        
Conclusion 
        In the analysis, the relation between GDP, budget deficit, current account 
deficit, exchange rate, mortage rate and oil prices were tested with three TVAR 
models and it was stated that GDP, oil prices, current account deficit, mortage rate, 
exchange rate  and budget deficits are related. As the results of our models, when current 
account and budget deficits increase, oil prices are effected by this.  In the period 
analyzed during 1968:Q1-2008:Q4, in situations where US budget deficits and current 
account deficits increase above threshold, increases in oil prices  are observed.  In periods 
where the increase in budget deficit is below threshold (second regime), oil prices and 
exchange rate are observed to be positively related with budget and current account 
deficit.     These effects are observed and experienced before and during the crises in 
1974 (1979) and 2008.   
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Impulse Response between BD, OP, CA, E, GDP in first regime (0 and 1 in variables  
show regime1 and regime2) 
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Impulse Response between BD, OP, CA, E, GDP in second regime 
 

 


